
A PROPOSED l\-IETHODOLOGY

The preceding critique of current allocators and potemial ami-competitive behavior

demonstrates that in order to promote competition and protect captive ratepayers, the FCC must

adopt a rigorous methodology for identifying the costs and benefits of the network upgrades.

The methodology should be divided into two steps. cosr analysis and coSt recovery (pricing).

The Commission should adopt specific. operational principles for each step. Cost

causation is just a starting poim of cost analysis: how to determine cost causation must also be

stipulated. While it is easy :0 say that incremental costs should constitute the price floor. that

says little if you do not define what the incremem is.

The following sections ,)f our comments address the critical questions raised in ~d

beginning at page 39 of the Nmice. Interconnection. Ccilocation. and Cnbundled Elements. [n

lieu of answering each question mdividually. we will ::)'~'esenr a comprehensive methodology for

pricing designed to fairly compe;lsate the incumbe;lt and make local competition a reality for 1S

many consumers as possible

With respect to cost analysis we recommend :hat.

cost causation be analvzed. and be defined bv

.....

..:..1

.:1. I

the necessary functionalilies and capacities projected on

a forward-looking: basis for those sef\iices \vl:ch are imended to be offered over the
network:

incremental costs for ail se;vices should be C:llCllated fe'l'
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6)

7)

8)

9)

the long term on

a total service basis nSLRIC);

stand-alone costs (SAO should be calculated on

a least cost basis: and

costs must be analyzed consistently across all major services using the same cost
methodology with individual functionalities or specific capacities having similar costs
across services.

With respect to cost recovery we recommend that

10) all users should pay for all functionalities utilized:

11) prices should be subsidy free (above TSLRlC and below Y):

1'2) prices should be based on predictable rules that allocate shared costS across categories
in proportion to a meJ.sure of cost or use ane

13) the allocation of shared costs. above all loop costs. should minimize the burden on
captive ratepayers a5 required by Congress 'n §254(k) of the 1996 ACe.

A. COST Al~ALYSIS

1. Cost Causation

Regulators must emr1ze m cost c:msa] anai'iSlS ,'or the multi-product finn selling a

mixrure of competitive and uriliry services.

2. Cost Causation defined by the Functionality and Capacity ~ecessary to provide a

Service

In order to identify the costs associated with 1 use or service. regulamrs should analyze

the functionalities and c:lr;aciries necessarv te Jrovide the services intended to f10w from the

deployment of an asset



3. Intended Uses

The intended use of assets is also crucial to determining cost causation: For what

purposes was the asset deployed? Since most assets have multiple purposes, what specific

functionalities were necessary to provide each specific service" Less demanding uses should not

be saddled with the costs of higher order functionalities and capacities.

4. Incremental Cost

In order to explain the other recommended principles for cost analysis, it is necessary

to examine the debate over incremental cost. Simply stating that pnces should be above

incremental costs resolves little in the effon to protect consumers and competition, if we do not

have a common understanding of what we mean by "mcremental cost".

As Figure 1 suggests, defining - not to me:l[ion me:Jsuring incrememal cost is no simple

matter There are a variety of definitions of incremental (05[. each of which may be appropriate

for a different regulatory functIon The followmg figure Juempts to summarize the different

concepts of incremental cos,
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FIGURE 1:
DIFFERENT VIEWS OF INCREMENTAL COST
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In brief. the concept)f incremem.J.! co'S;: ';~lD~S lccording co the time frame used arld the

breadth of costs included

In a competitive industry under stress short-term out-of-pocket costS are the reievam

concept for the firm They produce and sell .15 Jeng 3,5 pr:ces cover variable costs. Tbis can

never be an appropriate basis for long-term analv:::i) smce the firm never covers its fixed costs.

A somewhat longer re;m view adds ~m~d ncremems i)f C3.pacily (0 the oUhJf-Jocket

costs. but will not allow new technologies to c,ue::- mo ;:he Calc.l!auon. In this approach. current



sunk costs are taken as given. .:vIany telephone company methodologies use this concept.

Some companies include certain dedicated fixed costs in the calculation of incremental

costs. This approach does not look forward far enough to make capital costs variable.

Potential competitors. such as MCI in its "buildmg blocks" proposal, include a broader

range of costs. I refer to these as ., group fLxed" costs ,.defining the precise costs to be included

requires empirical analysis). MCI captures more fixed costs in two ways: First. it treats the

entire service as incremental in the long term. Second. if functionalities (or costs) are

significantly utilized by a service or group of services. they would be captured by total service

10m! run incremental cost (TSLRICl.

Finally. we have stand-alone costs. This concept adds in the increments of shared costs

\vhich are not captured by the total service inc:-ememai:i,sT (TSLRIC) concept. It also is long

term. in the sense that it must be the least cost technolog~.

5. Long Run Costs

Incremental costs for [he multi-produce. mixed .:Jmpetitive/ regulated firm. should be

calculated on a long term basis. where all costs are variable

In a monopoly context \vith rate of retum regulatlon m place. it might have been

appropriate ~o use shorter term concepts for designing an:ncremental cost test to prevent cross

subsidy There was no competition to be damaged DV :m unrealistically low floor price and the

revenue constraint was effective Artificially to\\ ,ncremental costs might have had the effect

of transfeI7ing we::dth be[\veen classes of customer~. rur the: did not result in excess profits

Since competition \vas not allowed. they did not -:ause sur!:' I\ -side ineffic iencies (although then~

mal,' have bee:1 demand side inefficIencies)
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In the context of emerging competition. with the revenue constraint of rate of return

regulation relaxed. these fla<Ns inherent in a short tenn concept of incremental cost can no longer

be tolerated.

6. Total Service Cost

The long term increment to be studied must be total service. since that is variable in the

long term. Looking at a small increment of the service would allow pricing at the margin that

would not recover the costs associated with earlier increments of the service. In the long term,

such pricing is not viable From the point of view of designing an incremental cost teST in a

transition to competition. for an industry with significant economies of scale resulting from a

long period of franchise monopoly. toral se:-vice costs are the appropriate measure. since

common costs are verv larg:e

7. Stand-Alone Cost

Stand-alone cost is anOL"ler key cOSt concept As the name suggests, it refers to the cost

of providing the service on its own. without anv othe; services with which to share costs.

Calculation of stand-alone ~:'s;: is the second step ne:::essary w ensure the prevention of cross

sUbsidy.

8. Least Cost

The importance of me3.suring stand-alone cost 'In 3. least cost basis must be underscored.

In the long term competitive market. all costs are \1riable and oniy the le3.st cost technologies

surVIve Moreover. jf le3sr:osr technology ic nor analvzed. then ~he door is opened to cross

subsidy and economic coe:-c:OTl bec;1Use extra costs incurred :0 pursue non-basic services are

attributed to basic service



9. Cost Consistency

All major services should be subject to cost analysis using similar methodologies, and

similar capacities or functionalities provided by specific facilities should have similar costs for

all services.

B. COST RECOVERY

If cost analysis is done properly, we should have identified the total service long run

incremental costs (TSLRICi associated with any particular service. Prices should cover those

costs and make a contribution to the shared costs. Because shared costs will have to be allocated

arbitrarily, the purpose of rigorous cost analysis is to diminish as far as possible the category

of shared costs. In a net'.vnrK with significant shared cOStS, such as the integrated

telephone/video network contemplated. the task of allocation is large and extremely important.

10. "l::ser Pay" Principle

A key concept in telecommunications pricing is "user pay". All users of the advanced

te:ecomrnunications network should pay for all functionaIities that they use in reasonable

proportion to the costs associared with those functlonajir:es Where there are joint and common

costs, over-recovery of revenue I excess profits) cannot be allowed. but this does not negate the

fundamental principle that all services should pay for all functionalities they utilize.

11. Subsidy Free Prices

Subsidy-free pricing is the economic efficiencv standard that must be met. However.

subsidy-free pricing only establishes a range of prices that are reasonable (between TSLRIC and

leJst cOSt stand-alone cosu
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Floor prices (eg: TSLRlC) and ceiling prices (eg: least cost. stand-alone service cost)

should be identified to prevent cross-subsidy and to establish the range of acceptable prices.

12. Predictable Price Rules

Within the range of subsidy free prices. specific. predictable price rules (eg: equal mark-

ups above direct costs or equal mark-downs below stand-alone cost) should be applied to ensure

that competitors are not placed at a disadvantage and that consumers are compensated for the

costs of facilities used to provide competitive services

C. THE ALLOCATION OF SHARED COSTS SHOULD MININlIZE THE BURDE~ ON
CAPTIVE RATEPAYERS

Where flexibility in pricing exists. pncmg methodologies should minimize prices to

captive ratepayers for basic service. Not only does This principle both protects captive ratepayers

and promote universal service. as required by the 1996 Act. but it also promotes compe:.ition.

1. Congressional Intent

Congressional mIenI T. this re~ard could not 'Je more clearly stated.

As noted in the previous Section. Cong!"ess wem -.vell beyond a formal definnion of cross-

subsidy to state a cleJr rrer'e;ence for cost JlloC:lrO[S \vhen it required "cost allocation rules.

accounting safeguards. and guidelines to ensure that services included in the definitlon of

universal service beJ.f nc more than a re:lsnnable share -Jf the joint and common costs of

facilities used to provide tho',~ services ..,

The Conference Repcr: makes a pomt)f stJtmg that in adopting Section 254(k) the House



is receding to the Senate. 15 The Senate report made it clear that a reasonable share of joint and

common costs was the maximum that should be included in the rates for universal service, but

that less could be allocated to these services.

The Commission and the states are required to establish any necessary cost
allocation rules, accounting safeguards, and other guidelines to ensure that
universal service bears no more than a reasonable share (and may bear less than
a reasonable share) of the joint and common costs of facilities used to provide
both competitive and noncompetitive services. 10

2. The Loop As a Common Cost

Above all. we view the loop (the wires that connect the end-user to the network and are

used to complete all telephone calls -- local. imralata long distance. and interlata long distance -

and to provide enhanced ser'/1cesl as a shared facilir:. The loop is an input for every service

sold in the telecommunications network. If the loop were not provided by the existing local

exchange companies. telecommunications service prov:ders would have to build their own loops.

or rem the use of some other loop in order to sell their services to the public. Ratepayers do

not own the loop and they do not comrol the incoming ,~alls place on the network by other end-

users and service providers

Because the loop is a joint and common cost shared bv competitive and non-competitive

services. it is subject to Section 2S4(k).

3. Other Economic Grounds for yIinimizing the Share of Common Costs Allocated to Basic
Service

\Vhere there are unallcGl.bie cornman and joint C~1StS in enterprises selling a combinaticn

:sConference Repon. p

°Conferer.ce ReDan. p 1~q
1_ .
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of competitive and monopoly servIces. the contributlon from competitive serVIces should be

maximized. Because captive ratepayers have no alte::natives, regulatory mechanisms must

protect them from excessive burdens. Minimizing the burden on ratepayers and maximizing the

contribution of competitive services also protects competitors from unfair competition because

competitors do not have access to a captive. monopoly core business to absorb costs.

As enterprises become involved in a mi.. ~ture of monopoly and competitive services,

additional risks may be incurred and benefits may be conferred on the monopolist. Regulatory

mechanisms to insulate basic ser/ice ratepayers from the risk of competitive enterprises must

be established. Increases In the cost of capital caused by those enterprises must fall on

competitive businesses

There are a variety of e:::onomic advantages gamed by the local exchange carrier franchise

position. These, too, provide an economic basis for lowermg basic access rates. Many of the

activities into which the telephone companies would llke tc move. and have moved. benefit in

tangible and intangible waY5 from the fact that they are extensions of the franchise monopoly.

The people who grant the :nnchise have a riQhr tc' -hare in the e:::onomic benefits that::he

monopoly creates, unregulated subsidiaries SbOllld not be allow'ed ro achieve excessive rates

of return because they are an extension of the franchi,c menopoly.

Revenue streams resulting from readil'v ide:1tlfiable telephone company monopoly

positions should be carried above the line for regulat'r-; purposes. Cost reducing advantages

for competitive services that tlow from the monopo ly franchise (e. g. ne\v subscriber lists) should

be recognized by fees pJid [() monopoly serVlC~S The V:i:ue of intangible benefits (e. g.

goodwill) should be estimated and paid for. thereb\ l,~,we:-lng the COSt of monopoly service5
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Thus, one can fonnally attribute fewer costs IO the local category or one can attribute

greater revenues to it because:

• local exchange servIce places lighter technological demands on the
network:

• local service remains a monopoly and therefore does nor require the same
rate of return as competitive services: and

• the local franchise has created advantages in related lines of business.

D. CONCLUSION

This framework establishes an empiricallv manageable. balanced approach to pricing.

It meets the fundamental economic efficiency crireria- prevention of cross-subsidy -- without

pursuing economic efficienC\ re extreme. burdensome ane often unachievable ends. With the

basic condition of efficiency meL it blends public po lie; goals of protecting captive ratepayers

and promoting competition by preventing economic coercion. which the local exchange

companies would accomplish by allocating all of the economIes of joint and common production

to prevent competition from entering the marketplace.
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STRANDED INVEST~IENT

With efficient component pricing the incumbents seek to maximize the recovery of joint

and common costs by leveraging the remaining monopoly power possessed by the incumbent.

Vinually all LECs go one step farther. Each of the local exchange companies has proposed

what is tantamount to a Regulatory Indemnification Plan !R.LP ., for short, because it lay.s to

rest any chance that ratepayers will receive a fair deal in the transition to competition). The

fund indemnifies telephone company stockholders against any past. present or future risk for any

asset currently on their books and those future assets ,c'or \\- hich there is a possibility that market

conditions will not cove:- costs

A. NO RISK INVEST:YfE:',iT

1. Competitive Losses

The local exchange compames have reinreI1Jreted their cenrury old relationship with

regulators and ratepayers as ('ne in which they were guarameed tetal recovery of all investments.

In the following definition f stranded investment offeree by i\meritech in Ohio. for examole.

it is evident the LECs envision a counter-factual ratemaking in which they will reconstruct what

their business would have been like without competition and claim that every sale lost and every

investment not fully urilizec would have performed oerfe::::tly, but for the advent of competition.

The Ohio competition proceeding provides a clear C3.se m poim

Stranded investment mcludes facilities that are no longer used to serve end users
because such end use:-s are being served 1>\ the facilities of 2ompetirors. as well



as excess capacity which was built to carry the traffic of other providers which
is no longer needed because such providers are now utilizing their own
facilities ...

Some stranded investment may be identifiable by the presence of the competitors
facilities now being used to serve the end user, substantiated by records of
disconnection of service from the incumbent and establishment of service with the
competitor. Other types of stranded investment, such as that associated with
excess capacity no longer needed to carry competitors' traffic, can be
substantiated by documentation as to changes over time as to percent utilization
of incumbent's facilities. intercarrier arrangements (end office integration, tandem
trunking), etc. 37

ALLTEL's view of stranded investment is much the same.

Stranded plant is investment placed in service pursuant [0 regulatory requirements
that becomes no longer used and useful as a result of the deployment of facilities
by competitive providers 38

The presence of new:ompetitors will generate stranded plam when the
competitors install ne'.\' technology that bypasses [he existing facilities, or if the
competitor duplicates existing facilities of [he incumbent LEe 39

2. Retroactive Ratemaking and the Elimination of Risk

Some LECs also propose to take this opporruDw. rc declare that all previous investments

that have nor proven successful were caused by social decisions for which it must now be made

whole. They propose recovering the entire:) of their deprecia[ion reserve from

telecommunications ratepayers because regulaIOrs usee the wrong estimation of the "true"

economic life of investments and the LEC only made those investments because it thought

regulators had guaranteed they \.vould all be paid of:" whIch the company now asserts will not

happen. due co the introductIon of competi[ion

370hio Comperition Proceeding. Ameritech. AC!:lcnment 2. pp 24--25 .. 27-23.

380hio Competition Proceeding. ALLTEL. p :z-

100h' C .. p .,.' 10 cmpem:on rrce:::.lI'lg ALLTEL. .\ [LL'lflc'l 1'~r l.



This underrecovery of capital assets arises because under past regulation
depreciation rates of capital investment were held anificially low compared to the
true economic lives of the investment. The expectation was that the deferred
amounts would be paid by future customers. With competition, the future
customers are being served by other providers as well as Ameritech. Therefore,
Ameritech's future (no current) customers should not bear the full burden of this
temporal subsidy. Rather, the burden should borne equitably between the
customers served by ..'\meritech and by the new providers. For Ameritech Ohio,
on an intrastate basis. this represents app roximate I::' $460 M which it proposes to
amonize over 7 years as follows ... 4()

GTE's rendition of these matters is vinually identical

Local exchange carriers' existing level of investment was incurred pursuant to
their obligation under a social contract. The Commission had previously found
this level of investment to be reasonable. prudent and necessary to provide an
appropriate level of service. All such investment was incurred as a cost of doing
business under rate base regulation. and \20mpanies are entitled to recover capital
regardless of when plant is used. LECs will experience at least two problems in
the recovery of this embedded inveStme:lI

First. there is currentl;_ 3. depreciation reserve deficiency created by depreciation
rates which are not indicative of compemive operations. This underrecovery of
capital must be rorall\' returned. .. Second. to the extent that LEes experience
stranded plam due [() competitive losses they are also emitled to compensation
for this investmem prevlOusly deployed i.mder [he social contract..l;

All embedded invesr:T:ems \vere incurrec as J.:ost of doing business under a sole
provider market strJcrure with associated oblIgations and pricing constraints
including [;lte base regulJtion Accordingly [he Company is entitled to recover
its capital, panicular!:\ underdepreciatecl ':J.Dllal. regardless ,)f ho\v the plant is
idled. ~=

ALLTEL takes much the same position

These carriers of last resort would be entItled to withdraw from the fund amounts
equal to the sum of their respective rebalancmg shonfall. depreciation reserve
deficiency and unrecovered investment associated with stranded plant .

.l°Ohic Competition Proceecing.Ameritech Commems. p 109

.llOhio Competition P:-oceeding, GTE. AppendI\ C. r 1.+
["

';=Ohic'\ Competition Prcceeding. GTE. Appendix C. r- 19



The depreciation reserve deficiency would be defined to be an amount equal to
the difference between the book depreciation reserve level and the reserve level
required to reflect the actual remaining life of embedded plant. This embedded
plant was placed and depreciation was recorded under regulation. The approved
depreciation rates applied to the investment were often set anificially low by
regulators in order to keep service prices more affordable, resulting in today's
level of reserve imbalances which must be recovered through explicit suppon in
a competitive environment. 43

The premise on which the indemnification pian is based lacks any empirical, regulatory

or legal basis.

B. ElVIPIRICAL. THEORETICAL ANTI LEGAL FLAWS IN THE NO RISK
ARGTJME:\TT

The claims for by LECs for up from revenue replacement for lost opportUnities and

compensation for stranded investment through euhe:- ~.he exerCIse of market power by overpncing

remaining bottleneck facilities or through regulatorv indemnification plans lacks any empirical,

theoretical and legal justification.

1. Empirical Analysis Does :\Tot Support the Claim for Revenue Replacement and
Compensation for Stranded Investment

Contrary to the company arguments. there is nco re3.son for the Commission to conclude

that stranded investmem curremiy exists There:s ncre3.Si'D tel believe [hat every asset deployed

by the companies was deplcved to meet a social obligation There is no reason to believe that

the value of every asset which has not been fully depreciated when technology renders it obsolete

was undennined by a social policy of underpricing. The:-e is Q'ood reason to believe thaI the

comoanies have alreadv bee:l substantiallv comoensated fer any risks of under recoverv of the
~ ~ .... ~ ...

~"Ohio Competition Preceding. AIItel. p :-



value of the assets they wish to declare stranded

Contrary to the company arguments, there i< no reason that the Commission should

conclude that stranded investment will soon exist There is no demonstration that assets will

underperfonn and revenue deficiencies will develop as a result of regulatory changes, There is

no demonstration that assets will underperfonn or that revenue deficiencies will develop as a

result of whatever market changes take place.

Contrary to the company arguments, there IS no reason that the Commission should

conclude that, even if some investment is stranded a new regulatory mechanism must be

implemented to handle it There is no demonstq.tion of any company specific revenue

deficiency in the aggregate There is nor even a demonstration of a revenue deficiency in the

specific exchanges which are said to be creating the;ccial obligation

In the comen of the federal legislation. it should also be recognized that there are

important up-side opporrunities for the LECs to enter new marke~s. Many of these markets can

be served with the facilities that have been deployed rc serve the local exchange market. For

regulators to recognize only the down-side potential bur rot the up-side would bestow all the

benefits on the companies \vhile imposing all the ccst~ on ratepayers

1. Economic Theory Does Not Support the Claim for Revenue Replacement and
Compensation for Stranded Investment

Contrary to incumbe-nt LEes claims. allowmg tbern the right to claim and recover

"stranded" investment is nor necessary ro ensure the c:mfidence of capiral markers in LEC

investments. The \vTite c)ff of assets IS a frequemlCcurrence in competitive industries,

Althou£h investors would Ilke sixial insurance funde " ensure them a£ainst the stranding: of any- - -
investment. [hey understanc the risks and reward: Jnd do nor require such funds for all
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investment. These risk premiums have already been reflected in the handsome returns earned

by incumbent local exchange companies.

The difference between embedded historical costs and the forward-looking. most efficient

is made up of at least four components.

(1) Excessive profits. Unjustifiably high profits have resulted from the inability
of regulators to reduce rates of return and the mstitution of price cap regulation
(which vastly under-estimated productivitv gains). and a lack of competition for
core services.

(2) Strategic investments. Under regulation, the local companies have deployed
capital assets in anticipation of movement into other businesses (U. video
delivery and long distance service). the costs iJf which have been recovered in
local service rates.

(3) Inefficient costs Unnecessarilv high costs have resulted from decades of
local franchise monopoly and have been perperJated by Ihe starting poim of price
indexing under price regulation.

(4) Outmoded costs Embedded costs associated with the pattern of investments
that occur in a capital intensive industry with long-lived assets. uneven
competition. and changing regulation could exceed theoretical forward-looking,
long-run costs. The combination of an oblIgation to make certain investments.
dramatically declining costs of providing ser'nce m an industry typified by lumpy
investment. and regulatOry changes may have left some assets \'ihich were
prudemly economic at one moment. no 11.1nger economically vlable.

These costs would nor be recovered m <i ;,:ompeu['ve marketplace and should not be

recovered under any reasonable theiJr\ cf economIc regulation.

• A persistent pattern of excess profits has existed for a decade.

• Similarly. consumer advocates have expressed continuing concern about
the misallocation of over investmem in :he network to local rates and
believe that these should be removed

• Regulation \vas never intended to CI' unter:ance inefficiency and [he purpose
of imroducing competilion is to ellminare it
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• Regulators never indemnified companies from technological obsolescence
and have already compensated them for those risks.

Claims that these are opportunities which would be afforded companies in competitive

markets are incorrect. Where decades of monopoly have created anificial scarcity, opportUnity

costs are meaningless. The difference between the net book historical cost and the so called

market value is a function of franchise monopoly status. not economic efficiency, Whether it

is the loop in telecommunications, the grid in electricity or the pipe in natural gas, those capital

assets were deployed subject to a franchise granted bv the people and backed up by mandated

scarciry, In the transition to competition. we must never forget that the fruits of this monopoly

belong to ratepayers whose franchise created them and whose rates paid for them.

Where decades of monopoly power have existed. the availability of substitutes has been

anificially restricted. Theret~Jre the demand elasticines economists would use to place the

heaviest burden on captive customers (Ramsey pricing are disroned. In a prematurely

deregulated context. these pricing rules simply transfer wealth from residential ratepayers to

larSIe business customers (bv shifting: the cOSt burden) J'1d utilitv stockholders (because the-- ~ '- ..

restraint on excess profits !> 10t operJtive) \Vealrr rr3nsfers typically exceed efficiency gains

bv a factor of four to one i)f mc're.

The weaknesses of Ramsey pricing are clear in othei' respects as well. As a theoretical

proposition. the Ramsey pricing rule rests on an extre:ne and extensive set of assumptions which

have virrually no chance actually being mer ir: realiry and should not be applied in a

competitive marketplace As an empirical mane:- the Ransey pricing rule is intractable. smce

it requires data on demand el:lsticities which :lre nO[ 3'ailJrle As a matter of public policy. the

failure to meet theoretic:l] :lssumptions and the we:'.kne:;' of the d:lta mean that the Ramsey



pricing rule neither guarantees efficiency nor pro-competitive outcomes.

Moreover, any change in market share will be small and unfold over time. Those

investors who are risk averse, will have more than adequate time to dispose of their incumbent

LEC holdings at prices far in excess of the book value of the assets that they own. If it

becomes necessary to write off investment as so frequently happens in competitive industries,

a new set of investors, more EOlerant of risk and seeking potentially higher rewards, will enter

the industry.

Competitors could be placed at a severe disadvantage as a result of the recovery of

"stranded" investment. If the mcumbent LECs are allowed EO declare investment "stranded"

whenever they lose customers and market share. the: will be operating with a massive financial

cushion. This will lower the risk that they face and continually reinforce their financial position.

Competitors. who have no such cushion will be at a disadvantage.

3. Current Law Does Not Support the Claim for Revenue Replacement and Compensation
for Stranded Investment

The claims of the LEes EO revenue replacement and stranded investment rest on a version

of the regulawry compac: be~'.veen stockholders lnd rJ.tepavers that never existed. The guarantee

of recovery that LEes claim is an ex post effor to r~c()\'er assets and recoup actions for which

management bears responsibility and stockholders have al:-eady been handsomely compensated.

To compensate companies for uneconomic mvest:nems when they have already Jeen

compensated for the risk of those investments. constitutes a double recove:-'i of costs which

violates the fundamental princ:nles of just and re:ls,'f1abk rates Far from guaranteeing this

complete recovery of all COSIS rendered unecc'nom . b\ competition. currem law place~ the

burden of the risk of competE!O[l squareh I,r: 'r:e utrlities and shi6is them only



from the most dire financial outcome -- bankruptc:/ The extremely strong financial performance

of local exchange companies undermines any claIms ~hat failure to recover obsolete and

uneconomic investment will threaten the financial soundness of these companies.

C. A RESPONSIBLE APPROACH TO STRANDED INVESTlVIENT

If the Commission decides that it should create a new form of regulatory treatment for

investments that are likely to "stranded" as a result of changes in regulatory policy, it should do

so with great care.

CFA and Ct' believe the Commission hasln obiigation to analyze the nature of this

"stranded" investment befDre i allows recc)Verv This requires careful consideration of the

circumstances under whic:l 'fwestments were mace and the extent to which management

exercised choice in keeping assets on the book~

• Some investments may have been rendered obsolete III pursuit of
marketing oDporrunities.

• Some investments may have been :-endered obsolete as a result of
technological progress. which the C1mmission cenainly could nor and
never promIsed to comrol

• Some investmems mav have gone had because thev were management
mistakes

• Some investments may have gone bad beclUse they had bad luck.

None of these reJsons for "stranded" investment have anything to do with the obligation

to serve and CFA and Ct' mamtain they should nor he compensated as if they were a result of

the obligation to serve Competltlve firms routinely .vr:te -down the value of assets for a variety

of reJsons. \vhen they fee! tbH :hey are under perfi w11ing



There has never been a guarantee of recovery of costs in the "social contract" between

the company and the people only an opportunity to earn a rerum commensurate with the risk

incurred. Therefore. the key question is to separate out risks which the company incurred

knowingly and for which it has been compensated from risks that it has not been compensated

for, would not have taken but for the "social contract. '. and no longer believes it can be

compensated for because of the alleged change in the terms of the "social contract. "

There are two steps we believe the Commission could take to an estimate the previ6us

compensation of risk, that prevent compensating the company twice, while also meeting the duty

to compensate the company fairlv

First. if the Commission finds that the compar:y's cffon [0 split the ratebase entails an

overrecovery of risk premium, '.r must identif'. rhe r-;SK oremium. It could split the ratebase

between social investment and (for lack of a bene; tenn i entrepreneurIal investment (just as the

company wants to do'i. The incumbent could be required to identify the specific assets which

it claims were provided to meet its social obligatlon rc serve which it now claims were

undercompensated. The ComInission could re:~nst[1JC rhe revenue stream (rerum of and on

capital) that was associated \vith those assets. rt could calculate the risk premium earned on

those assets as [he difference be~\veen the rate of rerum :.dlo\ved on equity and on long [enTI

debt.

Some ponion of this difference could be identified 'Jy the Commission as compensation

for the risk of being 'I stranded " This could be depci 5;red 1S a::redit to the c3.rrier of last resort

account and drawn dOViD befc1re the company be2'n~ ,i ,>Ilee: lts fLlrure carrie:- llf last re:;on

costs.
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There is at least one specific measure the C;mmission could use as an indicator of the

risk of being "stranded," The Commission can identify comparable companies used for the

purposes of setting the rerum on equity over the life of the asset which was "stranded" (most

rate proceedings include such a list). It could calculate the write-down of assets taken by these

companies in the period just prior to and during the life of the "stranded" asset. This potential

write down of assets was part of the expectation of comparable risk. To the extent that the

incumbent telephone company has failed to take write-downs of a similar order of magnitude

(relative to its assets, e.g. as a percentage of assetsi it is seeking to be overcompensated for the

stranding of investment. That is, it was allowed a ::omparable rate of rerum, bur did not take

a comparable write-down of assets It now seek:~ a rerum of and on those assets \vhich

comparable companies have '"Titten down and taken off their books

The following steps are necessary to ensure that ratepayers are fairly treated when

regulators are asked to charge them for stranded investment

(l) Any recovery of stranded investment requires a showing that there is

(a) a company specific revenue deficlenc in the aggregate,

(b) a revenue defiCIency in the specIfic exchanges \vhich are said IO be
creating the social obligation and

(c) the revenue deficiency threatens the financial integrity of the
company

(2) The Commission shall establish regulations which rigorously define
uncompensated capital costs associated with ., st::-anded" "obligation to serve
investments" including steps to

(al identify precise assets \vhich are alleged Ie, be "stranded:"

(bl determine whether the assets were deploved to meet an oblig:nion
to serve. nOl 1 'TIarketing opporruuir
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(c) ensure that the assets were the least cost method for discharging
the obligation to serve and exclude any imprudence in the
investment decision: and

(d) determine the extent to which the risk of the investment being
"stranded" has already been compensated by the risk premium
allowed to the utility;

(3) Having rigorously identified the value of the 'stranded" investment, the
Commission should provide for the recovery of those investments in a competitive
neutral manner that spreads the burden of the social obligations to all the
beneficiaries of that obligation. It should

(a) order the company to write off the value of "stranded" investment;

(b) determine tax benefits of write off and tlow these back through to
ratepayers:

(c) seek to recover the maximum amount possible in the disposal of
those assets (e. g offer for sale to the highest bidder or salvage
what it can in other wavs):

(d) provide for the recovery of remaining costs from a industry-wide
recovery fund 'probably the universal service fund)"

(4) LECs shall be precluded from competing in areas in which they have sought
"stranded" investment recovery for significant asset.' for a five year period.
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COST ALLOCATION ON THE INFOR\JrATION Sl.J"PERHIGHWAY

The concepts discussed in the previous chapters can be well demonstrated with a review

of the debate over broadband. video dialtone (VDT, networks which has been placed before the

FCC. Hotly debated cOSt numbers have been put on the table. The issue of cost allocation has

been raised repeatedly

Local exchange companies want to minimize the size of investment attributed to the

broadband network and treat video investments as incremental. declaring the broadband network

just the next step in telephon". By doing so. they~eek fa attribute few if any shared costs to

the video side. On the other side are potential competitor: and consumers. They argue thar. this

allocation creates at least a strategic price advantage. if not a technical cross-subsidy, for the

local exchange company's competitive services It also improperiy burdens ratepayers.

In this section. the debate around COSt estimates in the C. S. is described. For the

purposes of this analysis. two examples. one .Jffered by a telephone company wirness 44
. and

one offered by a cable company wimess.)< are coosidered to underscore the need for careful

analysis of cost strucrures ane cost a11oc3.tion5 along the 1'nes of those proposed in the pre'/ious

44 Robert G. Harris. Video Dialtone Cost Allocation: The Position of Pacific Bell, Ocwber
28. 1994. hereafter "Harris" Although this particular example has not. to my k...lowledge. been
filed with the Federal Communications Cornmlsslon. the first foomote in the p2.per notes that
Harris has testified in supporr of the Pacific Bell apolJC::Hion for a \ ideo dialron-: license.

45 Leland L. Johnson. Desi2:nin2: Safe2:uards A2:ainst Cross-Subsidization in Video Dialrone
Service. CC Docker No 3;-266. October': 99.1
Communicuions Corporatlon. Cable vision Tndu;i::-ie
Enterprises. Inc .. hereafter 'Tl)hnson"
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secnon.

A. ISOLATING INCRE;\fENTAL Al'lD COl\1l\lION COSTS

Table 1 shows the results of the primary examples used by these witnesses. Both of these

are hVDotheticals. Neither witness claims that the acmaI numbers are reflective of acrual costs"' "- . ,

although it is clear that they believe that they are

TABLE 1
HYPOTHETICAL COST STRUCTURES 0 .. VIDEO/TELEPHONE NETWORKS

I~TEGRATED SYSTPvf
VIDEO ONLY
TELEPHONE ONLY
INCREMENTAL COST OF VIDEO
INCREMENTAL COST OF TELEPHONE
COMMON COSTS

HARRIS

Sl'~IOO

-00
GOO
100
'00
600

JOHNSON

$1650
1400
800
850
250
550

Roben G Harris. Video Dialtone Cos;: Allocation: The Position of Pacific Bell. October 28,
1994, hereafter "Harris" Although this particular example has not. to my knowledge, been
filed with the Federal Communications Commission, the first foornote in the paper notes That
Harris has testified in support I)f the Pacific Bell apo'iC:Hie'n for a ':ideo dialtone license.

Leland L. Johnson. DesiQ.'nimr SafeQ.'uards AQ.'ainst Cross-Subsidiz3.tion in Video Dialrone
Service, CC Docket No 8--266. October .3, 994. submitted on behalf of Adelphia
CommuniCJtions Corporation Cabievision Indu(;~:jes Corneas;: Corporation. and Cox
Enterprises. Inc,

_ ...-_._--------------

The analysis involves calculating stand-alone cc'srs for video. telephony and an integrated

network. By subtracting (he stand-alone costs (SACi ,)f each system from the costs of the

imegrated system. \ve derive an estimate of the lilcrementai costs flC! of adding the other

serYJce.


